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Insurance Industry Developments— 1998/99
Industry and Economic Developments
The insurance industry may categorize 1998 as an eventful year. 
The robust stock market has been beneficial to the insurance in­
dustry for the first part of 1998; however, recent uncertainty in the 
U.S. stock market and in global markets has raised serious con­
cerns about the future health of the market and the economy. 
Because the assets of an insurance company consist mainly of in­
vestments, which include bonds, stocks, mortgage loans, and real 
estate, fluctuations in the bond and stock markets have an indirect 
effect on an insurance enterprises investment income, comprehen­
sive income, and surplus. For an overall review of the performance 
of the U.S. economy, read the AICPA general A udit Risk Alert— 
1998/99 (Product No. 022223). This publication can be obtained 
by calling the AICPA Order Department at (888) 777-7077.
Investments
Are there any special concerns currently about an 
insurer’s investments?
Consideration should be given to the recent downturn in financial 
markets around the world. Given the interdependence of most of 
the worlds economies, the United States could suffer serious fi­
nancial troubles due to the financial crises taking place in Asia, 
Russia, and other areas. In this environment, the auditor should 
consider whether declines in fair value of securities will recover 
quickly or whether such declines are other-than temporary, as dis­
cussed in paragraph 16 of Financial Accounting Standards Board 
(FASB) Statement of Financial Accounting Standards No. 113, 
A ccoun tin g f o r  C ertain Investm en ts in D ebt a n d  Equity S ecurities 
(FASB, Current Text, vol. 1, sec. I08). The documentation of the 
evaluation of the other-than-temporary declines in fair value 
should be formal and well documented.
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Because audit risk can vary significantly depending on the types 
of investments that an insurance enterprise purchases, auditors 
should develop a thorough understanding of the insurer’s invest­
ment strategy and the controls for monitoring compliance with 
its investment guidelines. In addition, audit procedures should 
focus on the following:
• The kinds of investments in an insurance company’s 
portfolio
• The insurance enterprise’s risk-management procedures
• The effectiveness of its asset-liability-matching strategies
• The concentration of investments (for example, collateral­
ized mortgage obligations, bonds w ithin a particular in­
dustry, common stock, or mortgage loans)
• The control procedures to ensure that investments are 
recorded at their proper values
• Whether any investments violate any restrictions included 
in the insurance company’s dom iciliary insurance laws 
and regulations
Auditors also should be alert to valuation issues related to classi­
fication and impairment of securities. Paragraph 16 of FASB 
Statement No. 115 requires that for individual securities classi­
fied as either available for sale or held-to-maturity (as defined), 
an entity shall determine whether a decline in fair value below 
the amortized cost basis is other than temporary and provides re­
lated guidance.
Paragraph 69 of FASB Statement No. 115 states, “if  the sale of a 
held-to-maturity security occurs without justification, the mate­
riality of that contradiction of the enterprise’s previously asserted 
intent must be evaluated.” The Securities and Exchange (SEC) 
staff has indicated that if  held-to-maturity securities are sold for 
reasons other than those listed in paragraph 8 of FASB Statement 
No. 115, the SEC staff will challenge management’s—
• Previous assertion regarding the classification of the sold 
securities.
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• Assertions regarding the classification of other held-to- 
maturity securities.
• Future assertions regarding the classification of securities 
purchased subsequently for an extended period of time 
(two years).
See the section titled “Investments in Hedge Funds” in this Alert 
for a further discussion of investment risks.
Executive Summary— Investments
• The global economic crisis may affect the valuation of investment 
securities. Auditors should consider whether declines in the fair val­
ues of securities will recover quickly, or whether such declines are 
other-than-temporary.
• In addition to other steps, auditors should develop an understanding 
of the insurer’s investment strategy, and the controls for monitoring 
compliance with its investment guidelines.
• The SEC staff has indicated that if held-to-maturity securities are sold 
for reasons other than those listed in paragraph 8 of FASB Statement 
No. 115, the SEC staff will challenge management’s assertions.
Mutual Insurance Company Restructuring
How and why are some mutual insurance companies restructuring?
M utual insurance companies are seeking better access to raise 
capital to enhance their financial flexibility and to support long­
term growth. Because of many economic and regulatory factors, 
as well as increased competition, there has been a recent trend for 
mutual insurance companies to form mutual holding companies 
or to demutualize.
Almost all states have some form of demutualization statute. 
There are a range of demutualization statutes and regulations that 
exist for life and property and casualty insurers. Typically, these 
laws contemplate a direct and full reorganization of the mutual 
insurer to a stock form. Some statutes permit policyholders to be 
compensated for their membership value through shares. Under 
some statutes, subscription rights or policy credits, rather than stock
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or cash, are offered. Once the company has determined an aggre­
gate amount of compensation, the converting insurer is required 
to make a fair and equitable distribution to eligible policyholders.
An alternative to demutualization is for a mutual insurance com­
pany to form a mutual insurance holding company (M IH C). 
The mutual insurer is converted to stock form and becomes a 
stockholder-owned entity that operates as a subsidiary of the 
newly formed M IH C. All the in itial stock of the reorganized 
company is issued to the M IH C, which remains controlled by 
the former mutual insurance company’s board of directors. The 
new stock insurer can now generate capital through an in itial 
public offering. However, most statutes specify that the MIHC 
must own greater than 50 percent of the voting shares to ensure 
that it maintains effective control of the insurer. The policyhold­
ers become members of the M IHC through the transfer of their 
mutual membership interests to the M IHC, retaining the same 
voting rights they had previously. Policyholders remain partici­
pating life insurance contract policyholders in the converted 
stock insurer, but unlike with a demutualization, there is no dis­
tribution of equity or subscription rights to policyholders. The 
formation of an M IHC is usually quicker than a demutualization 
and tends to be less expensive. Because of the growth of this type 
of transaction, a number of states have enacted or are currently 
contemplating enacting M IH C statutes. Auditors should be 
aware that accounting and reporting issues may arise when these 
types of transactions take place.
Mergers and Acquisitions
What should auditors be aware of during merger and 
acquisition activity?
Merger activity continues for both the life and property and casu­
alty insurance industries. An overcapitalized industry and pres­
sures on profit margins are factors contributing to the continuing 
merger and acquisition activity. Some believe that the financial 
services industry may see a regulation overhaul. Integration of 
banks, insurance companies, and securities firms has continued 
this year, and this consolidation trend will likely continue.
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Auditing Concerns
The auditing and accounting issues that arise out of business 
combinations are numerous and varied. Auditors should carefully 
consider the individual client’s circumstances first to identify 
those issues and then to develop an appropriate audit strategy. 
Examples of some of the issues that should be considered by au­
ditors include the following:
• Careful consideration should be given to management’s ac­
counting for the business combination to ensure that all 
relevant generally accepted accounting principles (GAAP) 
have been considered. For example, if  the pooling-of-inter­
ests method has been used, have the specific criteria of 
Accounting Principles Board (APB) Opinion No. 16, 
Business C om binations, been met?1 If not, has the purchase 
price been allocated to the assets and liabilities acquired 
with goodwill properly calculated in accordance with the 
purchase method of accounting? If specialists have been 
used in asset or liability valuation, auditors relying on such 
information should consider the guidance set forth under 
Statement on Auditing Standards (SAS) No. 73, Using th e 
Work o f  a Specialist (AICPA, Professional Standards, vol. 1, 
AU sec. 336). The SEC has viewed the issue of goodwill 
with some concern recently and, accordingly, audit risk in 
this area may be especially acute for public companies. The 
SEC is also concerned that the discount rates commonly 
used in determining the fair value of the intangible asset 
representing in-force life insurance contracts (referred to in 
Emerging Issues Task Force [EITF] Issue No. 92-9, 
A ccoun tin g f o r  th e P resen t Value o f  Future P rofits R esu lting 
f r om  th e A cquisition o f  a Life Insurance Company, as present 
value of future profits [PVP]) may be inappropriately high
1. Accountants, other than the continuing accountant, who have been requested to 
provide advice on the application of accounting principles to specified transactions, 
such as whether a proposed business combination is in compliance with the pooling 
requirements o f Accounting Principles Board Opinion No. 16 and other related gen­
erally accepted accounting principles, should refer to the guidance set forth under 
Statement on Auditing Standards No. 50, Reports on the Application o f  Accounting 
Principles (AICPA, Professional Standards, vol. 1, AU sec. 625).
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in light of prevailing market interest rates and other current 
economic circumstances. Use of an excessive discount rate 
would result in understatement of the PVP asset and over­
statement of goodwill. Auditors should also be alert to con­
sensus positions reached this year by the FASB’s EITF 
relating to business combinations. See the “EITF Consensus 
Positions” section of the AICPA general Audit Risk Alert— 
1998/99 for more information.
• W ith consolidation comes dramatic change in the struc­
ture of an entity. In an effort to create greater cost efficien­
cies in the consolidated entity, departments may be 
combined and duplicative functions eliminated. Auditors 
should consider the impact of such changes on their 
client’s internal control when making the assessment of 
control risk. SAS No. 55, C onsideration o f  In tern a l C ontrol 
in  a  F in a n cia l S ta tem en t A udit, (AICPA, P ro fe ss ion a l 
S tandards, vol. 1, AU sec. 319), as amended by SAS 
No, 78, C onsid era tion  o f  I n te rn a l C on tro l in  a F in an cia l 
S ta tem en t A udit: An A m endm ent to S ta tem en t on A uditing  
Standards No. 55  (AICPA, P ro fessiona l S tandards, vol. 1, 
AU sec. 319), provides guidance on the auditor’s consider­
ation of an entity’s internal control in an audit of financial 
statements in accordance with generally accepted auditing 
standards (GAAS).
• Business combinations often result in the gain of a client 
for one auditor and a loss of a client for another. Thus, in 
the current environment, auditors may be more likely to 
find themselves in the role of either a predecessor or suc­
cessor auditor. SAS No. 84, C om m u n ica tion s B etw een  
P red ecesso r a n d  S u ccesso r A uditors (AICPA, P ro fe ss ion a l 
Standards, vol. 1, AU sec. 315), provides guidance on com­
munications between predecessor and successor auditors 
when a change of auditors is in process or has taken place.
• Mergers and acquisitions may be effected in part through 
the use of debt financing. Auditors should carefully evalu­
ate the terms of the debt agreement to identify, among 
other things, whether there are any loan covenants and, if
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so, the terms. Auditors should evaluate compliance with 
restrictive covenants and the implications of any loan 
covenant violations.
• The acquisition of an entity by one party may mean that an­
other party has disposed of a business segment. Accord­
ingly, auditors of the selling party should consider whether 
management has followed the accounting and disclosure 
requirements of APB Opinion 30, R eportin g th e Results 
o f  Operations—R eporting th e Effects o f  D isposal o f  a S egm ent 
o f  a Business, a n d  Extraordinary, U nusual a n d  In frequ en tly  
O ccu rr in g  Events a n d  Transactions (FASB, C urren t Text, 
vol. 1, sec. 113). Audit risk may be significant for discontin­
ued operations involving an extended phase-out period. 
Auditors should give careful consideration to managements 
estimates when the disposal date of the segment occurs 
after year end. SAS No. 57, A uditing A ccoun ting Estimates 
(AICPA, Professional Standards, vol. 1, sec. 342), provides 
guidance on obtaining and evaluating sufficient competent 
evidential matter to support significant accounting estimates.
• Subsequent to the business combination, auditors should 
consider whether management has prepared the financial 
statements of the combined entity in accordance with ap­
propriate accounting standards, including FASB Statement 
No. 94, C onsolida tion  o f  All M a jo r ity -O w n ed  Subsidiaries 
(FASB, C urren t Text, vol. 1, sec. C51), and Accounting 
Research Bulletin (ARB) No. 51, C on solida ted  F in an cia l 
Statem ents (FASB, Current Text, vol. 1, sec. C51).
• A business combination involving a public business enter­
prise may result in an operating segment subject to the 
disclosure requirements of FASB Statement No. 131, 
D isclosu res a b o u t S egm en ts o f  an  E nterprise a n d  R ela ted  
In form ation . In such circumstances, auditors should con­
sider the guidance set forth under Auditing Interpretation 
No. 4, “Applying Auditing Procedures to Segment 
Disclosures in Financial Statements,” of SAS No. 31, 
E vid en tia l M atter  (AICPA, P ro fessiona l Standards, vol. 1, 
A U  sec. 9326.22-.35).
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• In purchase business combinations involving acquisitions of 
property and casualty insurance companies, the SEC staff 
has taken the position that needed changes in liabilities for 
claim losses and loss-adjustment expenses of an acquired in­
surance company ordinarily should be made through losses 
incurred in the income statement rather than through pur­
chase accounting adjustments (see Staff Accounting Bull­
etin (SAB) No. 61, Loan Losses, for further discussion).
Auditors involved with business combinations may want to be fa­
miliar with the information presented in the “Reserve Guarantees” 
part of the “Reinsurance Arrangements” section of this Alert.
Executive Summary— Mergers and Acquisitions
• Auditors should consider the possible auditing and accounting issues 
that might arise as a result of a business combination, including the 
accounting methods used, effects on internal control, predecessor 
and successor communications, and discontinued operations.
• The SEC has viewed the issue of goodwill with some concern re­
cently, and has also been concerned that the discount rates com­
monly used in determining the fair value of the intangible asset 
representing in-force life insurance contracts may be inappropri­
ately high.
• The SEC staff has taken the position that needed changes in liabili­
ties for claim losses and loss-adjustment expenses of an acquired 
insurance company ordinarily should be made through losses 
incurred in the income statement rather than through purchase 
accounting adjustments.
Property and Casualty Insurers
What are some matters affecting property and casualty insurers?
Pricing issues continue for property and casualty insurers. Several 
property and casualty companies have taken down reserves in re­
sponse to earnings pressure. Combined ratios to date are higher 
than last year. The unusually calm weather seen last year, thanks to 
El Nino's influence, has not been the case this year, as the hurricane 
season has produced a flurry of stormy weather so far.
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Alternative Risk Vehicles
Property and casualty insurers are exploring the capital markets as 
a way to finance risks and provide liquidity needed to grow their 
businesses. Insurers are looking to the capital markets as an alter­
native to traditional reinsurance. Some of the products include 
catastrophe-linked structured notes and traded catastrophe op­
tions. Reinsurers also are looking at opportunities provided by 
the capital market and have begun to take on capital-market 
risks. Examples include protecting companies against financial 
risk, such as foreign exchange and commodity price changes. 
Auditors need to evaluate the transactions carefully to determine 
whether to account for the transaction under the insurance or 
reinsurance GAAP models, or as a financial instrument. Some of 
these transactions may need to be accounted for under FASB 
Statement No. 133, A ccoun tin g  f o r  D er iva tiv e  In strum en ts a n d  
H edgin g A ctivities (FASB, C urrent Text, vol. 1, sec. D30), when it 
becomes effective (see the “New Accounting Developments” sec­
tion of this Alert for a discussion of FASB Statement No. 133). In 
addition, auditors should be aware of any potential audit risk as­
sociated with these transactions and consolidation issues.
Life and Health Insurers
What are some matters affecting life and health insurers?
It appears that the life insurance industry has turned itself around 
by operating more efficiently and experiencing a stronger credit 
quality in insurers’ asset portfolios than in past years. The life in­
surance industry is making a strong attempt to battle a tarnished 
reputation caused by market conduct litigation cases. Many com­
panies are responding to the market conduct concerns by joining 
the Insurance Marketplace Standards Association in hopes that 
their participation will provide a vehicle to detect the early emer­
gence of market conduct problems.
Non-traditional Life and Annuity Long-Duration Contracts
Life insurers have been selling fixed and variable annuities for 
many years. A traditional fixed, deferred annuity provides for a
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fixed rate of interest over some specified period, with the insurance 
enterprise bearing the investment risk associated with the cash re­
ceived and invested in the insurance enterprises general account 
assets. A traditional variable annuity provides for the passage of 
all investment risks to the policyholder, with no guarantees of re­
turn of principal, m inimum interest rates, or minimum death 
benefits. In the past several years, annuity products with nontra­
ditional terms have been and continue to be developed. These 
products may have both fixed and variable features, or other, 
nontraditional features, such as:
• Variable annuity contracts with guaranteed return of princi­
pal or guaranteed return of principal plus minimum stated 
interest rate
• Fixed annuity contracts with guaranteed minimum interest 
rate plus a contingent return based on some internal or ex­
ternal index, most often the Standard & Poor's 500 Stock 
Index (these are known as equity-indexed annuities)
• Contracts that provide for return of principal and interest 
if  held until maturity, or a specified “market adjusted 
value” if surrendered at an earlier date (known as a market- 
value-adjusted annuity)
• Fixed annuities that provide a higher “teaser” rate in the 
first year of the contract, or a bonus interest rate if  the con­
tract is held for a specified period of time
• Variable annuity contracts that offer a minimum-death- 
benefit-guarantee option that varies depending on the 
performance of the related separate account investments.
The features of these nontraditional contracts are numerous and 
complex; they may be offered in different combinations, so there 
are numerous variations of the same basic products being sold in 
the marketplace. In addition, such products may be sold as general 
account or separate account products. Auditors should be alert to 
the existence of these new products. The AICPA Accounting 
Standards Executive Committee (AcSEC) is currently studying the 
accounting and reporting issues associated with these new products.
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Regulatory Developments
What new regulatory developments have occurred in the 
insurance industry?
The regulatory developments contained in this section include 
matters that affect audits of financial statements prepared in con­
formity with statutory accounting practices (SAP). Regulation of 
the insurance industry is the responsibility of the individual states. 
All states require domiciled insurance entities to submit to the 
state insurance commissioner an annual statement on forms devel­
oped by the National Association of Insurance Commissioners 
(NAIC). The states also require that audited SAP-basis financial 
statements be provided as a supplement to the annual statement.
Codification of Statutory Accounting Principles
Insurance enterprises currently prepare SAP-basis financial state­
ments in accordance with the accounting practices and principles 
prescribed or permitted by the insurance department of their state 
of domicile. These practices are considered to be an other compre­
hensive basis of accounting (OCBOA) under SAS No. 62, Specia l 
Reports (AICPA, Professional Standards, vol. 1, AU sec. 623).
The NAIC has completed its project of codifying statutory ac­
counting practices (the codification) for certain insurance enter­
prises. The codification project was originally designed to 
streamline accounting guidelines for regulators and insurers in 
one comprehensive source because current prescribed or permit­
ted statutory accounting practices vary widely— not only from 
state to state, but also between insurance enterprises w ithin a 
state. Furthermore, it w ill provide uniform statutory guidance 
that will facilitate analysis of annual statements filed by insurers.
The effective date for codification is January 1, 2001. States may 
adopt the codification before January 1, 2001. The codification 
project title will be A ccounting Practices a n d  P rocedures M anua l as 
o f  19XX. The year will be defined by the publication date, which is 
scheduled for 1999. In addition, the NAIC Ad Hoc Task Force on 
Codification Implementation recommended that the Financial
17
Regulation Standards and Accreditation Subcommittee develop 
an approach that will make codification effective as an accredita­
tion standard beginning January 1, 2002. The recommendation of 
the NAIC Ad Hoc Task Force on Codification Implementation 
has been adopted by the NAIC’s Executive Committee.
The AICPA currently is reviewing its guidance on reporting on 
SAP and w ill modify existing guidance as deemed necessary. 
Because the codification is not effective for 1998 statutory finan­
cial statements, auditors will continue to report on statutory fi­
nancial statements prepared in conformity with the accounting 
practices prescribed or permitted by the insurance department of 
the state of domicile.
Changes to Letter of Qualifications
On November 3, 1995, the AICPA issued Statement of Position 
(SOP) 95-4, Letters f o r  State Insurance R egulators to Comply With 
th e NAIC M od el A udit Rule, to provide guidance to auditors on 
the form and content of communications with state insurance 
regulators. Such communications are required by the NAIC’s 
A nnual S ta tem en t In stru ctions R equ iring A nnual A udited F inan cia l 
S ta tem en ts , which incorporates the January 1991 M od el A udit 
Rule (R egulation) R equ iring A nnual A udited F inan cia l Statements. 
The guidance in the SOP was effective for audits of statutory finan­
cial statements for periods ending on or after December 15, 1995.
One of the illustrative letters that appears in SOP 95-4 is the ac­
countant’s letter of qualifications. Changes to the accountant’s let­
ter of qualifications have been made to comply with SAS No. 82, 
C onsidera tion  o f  F raud in  a F in an cia l S ta tem en t A udit (AICPA, 
P ro fessiona l S tandards, vol. 1, AU sec. 316). Paragraph c  of the 
illustrative accountant’s letter of qualifications has been revised as 
follows. (Please note that deletions appear as struck-out text and 
additions appear as underlined text.)
Illustrative Accountant's Letter of Qualifications
c. We understand that the Company intends to file its audited 
statutory financial statements and our report thereon with the 
Insurance Department of [name o f  state o f  dom icile] and other
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state insurance departments in states in which the Company is 
licensed and that the insurance commissioners of those states 
will be relying on that information in monitoring and regulat­
ing the statutory financial condition of the Company.
While we understand that an objective of issuing a report on 
the statutory financial statements is to satisfy regulatory re­
quirements, our audit was not planned to satisfy all objectives 
or responsibilities of insurance regulators. In this context, the 
Company and the insurance commissioners should under­
stand that the objective of an audit of statutory financial 
statements in accordance with generally accepted auditing 
standards is to form an opinion and issue a report on whether 
the statutory financial statements present fairly in all material 
respects, the admitted assets, liabilities, and capital and sur­
plus, results of operations and cash flow in conformity with ac­
counting practices prescribed or permitted by the Insurance 
Department of [name o f  state o f  dom icile]. Consequently, under 
generally accepted auditing standards, we have the responsibil­
ity, within the inherent limitations of the auditing process, to 
design plan and perform our audit to obtain reasonable assur­
ance about whether the statutory financial statements are free 
of material misstatement, whether caused by error or fraud. 
that errors and irregularities that have a material effect on the 
statutory financial statements will be detected and to exercise 
due professional care in the conduct of the audit. The concept 
of selective testing of the data being audited, which involves 
judgment both as to the number of transactions to be audited 
and the areas to be tested, has been generally accepted as a 
valid and sufficient basis for an auditor to express an opinion 
on financial statements. Audit procedures that are effective for 
detecting errors, if they exist, may be ineffective for detecting 
irregularities misstatements resulting from fraud. Because of 
the characteristics of irregularities fraud, particularly those in­
volving forgery and collusion, a properly designed and exe­
cuted concealment and falsified documentation (including 
forgery), a properly planned and performed audit may not de­
tect a material irregularity misstatement resulting from fraud. 
In addition, an audit does not address the possibility that ma­
terial errors or irregularities misstatements caused by fraud 
may occur in the future. Also, our use of professional judgment 
and the assessment of materiality for the purpose of our audit
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means that matters may exist that would have been assessed 
differently by insurance commissioners.
It is the responsibility of the management of the Company to 
adopt sound accounting policies, to maintain an adequate and 
effective system of accounts, and to establish and maintain an 
internal control structure that will, among other things, pro­
vide reasonable, but not absolute, assurance that assets are safe­
guarded against loss from unauthorized use or disposition and 
that transactions are executed in accordance with manage­
ment’s authorization and recorded properly to permit the 
preparation of financial statements in conformity with ac­
counting practices prescribed or permitted by the Insurance 
Department of [name o f  state o f  dom icil] .
The Insurance Commissioner should exercise due diligence to 
obtain whatever other information that may be necessary for 
the purpose of monitoring and regulating the statutory finan­
cial position of insurers and should not rely solely upon the in­
dependent auditor's report.
Executive Summary— Regulatory Developments
• The NAIC has completed its project of codifying statutory account­
ing practices (SAP) for certain insurance enterprises. The effective 
date for codification is January 1, 2001. The AICPA is reviewing its 
guidance on reporting on SAP and will modify existing guidance as 
deemed necessary.
• Changes to the accountant’s letter of qualifications in SOP 95-4 
have been made to comply with SAS No. 82.
Audit Issues
Reinsurance Arrangements
What should an auditor know about reinsurance arrangements?
Reinsurance is an important part of many insurance companies’ 
business, and accordingly it is important for auditors to obtain an 
understanding of the reinsurance programs of the insurance com­
panies they audit. The lack of an adequate reinsurance program 
may expose an insurance enterprise to risks that can jeopardize its
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financial stability, particularly if  its risks are concentrated by type 
or geographic area. In contrast, excessive reinsurance coverage can 
significantly reduce the margins available to cover fixed expenses.
A class of reinsurance agreements has been evolving in the insur­
ance industry. Such contracts have the characteristics of derivative 
financial instruments and raise significant accounting issues, in­
cluding whether—
• The insurance risk-transfer criteria of FASB Statement 
No. 113, A ccoun ting a n d  R eporting f o r  R einsurance o f  Short- 
D ura tion  a n d  L ong-D ura tion  C on tra cts (FASB, C urren t 
Text; vol. 2, sec. In6), have been met.
• How to apply deposit accounting to such contracts that 
do not meet the insurance risk-transfer criteria of FASB 
Statement No. 113. (AcSEC w ill release its final SOP 
by the end of 1998, effective for years beginning after 
June 15, 1999.)
• In substance, the contract is a derivative financial instru­
ment and, if  so, what accounting is appropriate. Each 
contract should be evaluated based on the facts and cir­
cumstances. (FASB Statement No. 133 may be deemed to 
be applicable, which is effective for all fiscal quarters of 
fiscal years beginning after June 15, 1999. See the “New 
Accounting Developments” section of this Alert for a dis­
cussion of FASB Statement No. 133.)
A number of these new variations of traditional reinsurance con­
tracts are perceived to be vehicles for insurance companies to bet­
ter manage or fund their catastrophe exposures. Auditors should 
be aware that these kinds of reinsurance arrangements may also 
indicate increased audit risk.
Risk-Transfer Issues
Paragraph 9 of FASB Statement No. 113 provides the following 
two risk-transfer conditions, both of which must be met for short- 
duration reinsurance contracts to be accounted for as reinsurance:
1. The reinsurer assumes significant insurance risk under the 
reinsured portions of the underlying insurance contracts.
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2. It is reasonably possible that the reinsurer may realize a sig­
nificant loss from the transaction.
Contracts that do not meet the conditions for reinsurance ac­
counting should be accounted for as deposits. Some contracts 
may be difficult to evaluate, such as nonassumption reinsurance. 
Auditors should carefully evaluate all significant contracts.
For many reinsurance contracts, a great deal of judgment is in­
volved in determining whether the risk-transfer conditions are 
met, particularly for multiple-year, retrospectively rated reinsur­
ance contracts with one or more adjustable features and contracts 
with undefined terms. Such contracts have become increasingly 
complex, containing many varieties of terms and features that 
may influence the assessment of risk transfer. Auditors should 
consider the guidance in EITF Issue Nos. 93-6, A ccoun tin g f o r  
M ultiple-Y ear R etrospectively R ated  In surance Contracts by C ed in g  
a n d  A ssum ing Enterprises, and 93-14, A ccoun ting f o r  M ultiple-Y ear 
R etrosp ectively R a ted  In su ran ce C ontracts by In su ran ce Enterprises 
a n d  O ther Enterprises.
Reserve Guarantees
The FASB made two staff announcements at EITF meetings, 
one in November 1996 and one in November 1997, regarding 
the accounting by the purchaser for a seller’s guarantee of the ad­
equacy of liabilities for losses and loss-adjustment expenses of an 
insurance enterprise acquired in a purchase business combination. 
The announcements can be found in EITF Abstracts, Topic D-54, 
and provide guidance about what accounting guidance should be 
applied to certain transactions where loss and loss-adjustment 
expenses are guaranteed in a business combination accounted for 
as a purchase.
Reinsurance Recoverables
An important audit procedure in the reinsurance area is the eval­
uation of credit risk related to reinsurance recoverables. The AICPA 
Audit and Accounting Guide A udits o f  P rop erty  a n d  L iab ility  
In su ran ce C om pan ies discusses the controls or procedures that 
ceding companies should implement to evaluate and monitor the
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financial stability of assuming companies. In addition, the 
AICPA Industry Guide Audits o f  Stock L ife In surance C ompanies2 
includes as an appendix the SOP, A ud itin g  L ife R ein su ran ce, 
which provides guidance on auditing reinsurance for life and 
health insurance enterprises.
Disclosures About Reinsurance
Auditors should consider whether the disclosures of concentra­
tions of credit risk associated with reinsurance receivables and pre­
paid reinsurance premiums are adequate as required by the 
provisions of FASB Statement No. 105, D isclosure o f  In form ation  
a b ou t F in a n cia l In strum en ts w ith  O ff-B a lan ce-S h eet Risk a n d  
F inan cia l In strum en ts w ith  C oncen tra tion s o f  C red it Risk (FASB, 
Current Text, vol. 1, sec. F25). Furthermore, auditors of financial 
statements of publicly held insurance companies should be aware 
that the SEC staff has expressed concern about the adequacy of 
disclosures regarding reinsurance arrangements. The SEC staff 
expects registrants with material reinsurance recoverables to dis­
close information about the composition and quality of the asset 
balances. Meeting the SEC staff expectations may involve the 
identification of individually material reinsurers and may also re­
quire disclosure of the reinsurers’ related balances. If the aggregate 
recoverable consists primarily of numerous small balances, break­
downs of the aggregate according to claims-paying ratings also 
may be necessary. Significant delinquent balances and allowances 
for uncollectible amounts should be disclosed, as should signifi­
cant transactions and balances with related parties.
Reinsurance Arrangements and Statutory Capital and Surplus
Paragraph 60(h) of FASB Statement No. 60, A ccou n tin g  a n d  
R eportin g  by In su ran ce E nterprises (FASB, C urren t Text, vol. 2, 
sec. In6), requires that financial statements contain disclosures 
regarding the amount of statutory capital and surplus of insurance 
enterprises calculated pursuant to state-mandated SAP. Auditors 
of insurance enterprises should carefully review reinsurance
2. On September 4, 1998, the AICPA released for public comment a proposed Audit 
and Accounting Guide, Life and Health Insurance Entities that will supersede the cur­
rent guide upon final issuance.
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agreements and consider corresponding directly with state insur­
ance departments to obtain sufficient evidence that material 
amounts of reserve credits used to reduce statutory reserves and 
increase the insurance enterprise’s statutory capital and surplus 
have been properly computed in accordance with state laws. Most 
state insurance laws prohibit insurance enterprises from recogniz­
ing reserve credits pursuant to reinsurance agreements that do not 
transfer a sufficient amount of risk to the reinsurer. If material 
amounts of reserve credits associated with reinsurance arrange­
ments do not qualify under state law, statutory capital and surplus 
may be materially misstated. Further, failure to meet the state’s 
m inimum capital and surplus requirements can lead to state- 
imposed restrictions on the enterprise’s ability to sell insurance 
products in the state and its ability to distribute dividends and may 
call into question an enterprise’s ability to operate as a going con­
cern. In these situations, auditors should refer to SAS No. 59, The 
A uditors C onsideration o f  an Entity’s Ability to C ontinue as a G oing 
C oncern  (AICPA, Professional Standards, vol. 1, AU sec. 341.)
Executive Summary— Reinsurance Arrangements
• An evolving class of reinsurance agreements that have the character­
istics of derivatives has been evolving in the insurance industry. 
These derivative-like agreements raise significant issues, including 
whether FASB Statement No. 113 risk-transfer criteria have been 
met, and what accounting is appropriate. The existence of these 
agreements may increase audit risk.
• Certain reinsurance contracts, such as nonassumption reinsurance, 
and multiple-year, retrospectively rated reinsurance, may be difficult 
to evaluate in determining whether FASB Statement No. 113 risk 
transfer conditions are met, in order to apply reinsurance account­
ing. Auditors should carefully evaluate all significant contracts.
• EITF Topic D-54 provides recent guidance about reserve guarantees.
• The SEC staff expects registrants with material reinsurance recover­
ables to disclose information about the composition and quality of 
the asset balances.
• Auditors should consider corresponding with state insurance depart­
ments to obtain sufficient evidence that material amounts of reserve 
credits used to reduce statutory reserves and increase the insurance
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enterprise’s statutory capital and surplus have been properly com­
puted in accordance with state laws.
Liabilities for Unpaid Claims
Do conditions exist that make liabilities for unpaid claims a high-risk 
audit area?
The liability for unpaid claims is inherently a high-risk audit area 
for several reasons. First, the liability is significant to property and 
casualty insurers’ balance sheets and earnings. Second, estimating 
the amount to report is usually highly subjective. Finally, history 
shows that these estimates w ill continuously change for long­
tailed business.
A number of conditions may be particularly indicative of a higher 
risk audit. They include the circumstances described in the fol­
lowing sections.
Exposure to Environmental and Asbestos-Related Claims
The ultimate exposure of insurers to environmental and asbestos- 
related claims is subject to an unusually high degree of uncertainty. 
Since the early 1980s, certain environmental and asbestos expo­
sures have been a major concern for insurance enterprises. There 
is still significant uncertainty surrounding defendant activity, 
unresolved coverage issues, and policy and claim data availability is­
sues for many insurers.
FASB Statement No. 113 requires that the assets and liabilities re­
lating to reinsured contracts be recorded on a gross basis without 
netting of reinsurance receivables against claim reserves. FASB 
Statement No. 5, A ccounting f o r  C ontingencies (FASB, Current Text, 
vol. 1, sec. C59), and SEC SAB No. 92, A ccounting a n d  Disclosures 
R elating to Loss Contingencies, provide that if  there is at least a rea­
sonable possibility that a loss exceeding amounts already recog­
nized may have been incurred and the amount of the loss would be 
material, the enterprise must either (1) disclose the estimated addi­
tional loss or range of loss or (2) state that the loss cannot be esti­
mated. Disclosure of the gross amounts of reasonably possible 
losses is required. Disclosure of the gross amounts of the reasonably
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possible reinsurance recoveries may be made, but care should be ex­
ercised to avoid misleading implications about the likelihood of re­
alization of such recoveries. Auditors of insurance enterprises that 
face environmental and asbestos claims should carefully evaluate 
whether the accounting and disclosure requirements of SOP 94-5, 
D isclosures o f  C erta in  M atters in  th e F in an cia l S ta tem en ts o f  
Insurance Enterprises, FASB Statement No. 5, and SAB No. 92 have 
been met. AcSEC is currently working on a project to develop a 
proposed SOP, A ccoun tin g  f o r  M ass Tort Exposures o f  In su ran ce  
Enterprise In clu d in g E nvironm enta l a n d  Asbestos Claims, and antici­
pates releasing an exposure draft in the second quarter of 1999.
Estimating Environmental Claim Losses
As indicated in SAB No. 92, an insurance enterprise that is 
estim ating reserves for environmental contamination claims 
should consider available evidence, including a particular policy­
holder’s prior experience in the remediation of contaminated 
sites, other companies’ clean-up experience, and data released by 
the Environmental Protection Agency or other organizations. 
The continued expansion of environmental databases has resulted 
in the availability of more information to support a reasonable 
estimate of the amount or range of loss. When evaluating an in­
surance enterprise’s reserves for environmental contamination 
claims, the auditor should consider the evidence currently pro­
vided by these expanded environmental databases.
Furthermore, the auditors of publicly held insurance companies 
should consider whether the disclosures are in accordance with 
the requirements of SAB No. 87, Views on C ontingen cy D isclosures 
on P roperty-Casualty Insurance Reserves f o r  U npaid Claim Costs.
Long-Term Exposures
Long-term exposures (commonly referred to as mass tort expo­
sures) involve bodily injury or property damage that arises from 
and is related to exposure over time to any alleged toxic, harmful, 
or defective material, device, substance, agent, activity, or condi­
tion, including but not limited to chemicals, drugs, petroleum- 
based products, pharmaceutical products, medical devices, 
radiation, noise, electromagnetic fields, or repetitive motion.
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Recent reports indicate that insurers may be liable to cover cer­
tain long-term exposures that range from tobacco-related illnesses 
to injuries caused by use of computer equipment, such as carpal 
tunnel syndrome. The extent to which claims will be made by to­
bacco companies on their insurance carriers remains unclear. 
Auditors should consider these potential exposures when evaluat­
ing a company’s loss reserves and adequacy of related disclosures.
Changes in Product Mix to More Long-Tail Lines of Business
This factor would usually indicate more uncertainty in determin­
ing the ultimate exposure to claims.
Intense Price Competition and Unexplained Premium Growth
Intense price competition may lead to unsound pricing, credit­
ing, or dividend policies that may be evidenced in unexplained 
premium growth. Market pressures may lead insurers to accept 
unanticipated risks or to price risks inappropriately, which also 
could affect the recoverability of deferred acquisition costs and re­
sult in premium deficiencies.
Participation in Involuntary Pools
Insurance enterprises continue to be exposed to large amounts of 
claims through their participation in involuntary pools and asso­
ciations. This factor may indicate increased exposure to loss de­
velopment from previously reported results.
SAS No. 57, A uditing A ccoun ting Estimates, provides guidance to 
auditors on obtaining and evaluating sufficient competent evi­
dential matter to support significant accounting estimates in an 
audit of financial statements in accordance with GAAS. SOP 92-4, 
A ud itin g  In su ran ce E ntities’ Loss Reserves, provides guidance to 
help auditors understand the loss-reserving process and to de­
velop an effective audit approach when auditing loss reserves of 
insurance entities.
Executive Summary— Liabilities for Unpaid Claims
• Auditors of insurance enterprises that face environmental and as­
bestos claims should evaluate whether the accounting and disclosure
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requirements of SOP 94-5, FASB Statement No. 5, and SAB No. 92 
have been met.
• When evaluating reserves and disclosures related to environmental 
contamination claims, the auditor should consider the evidence provi­
ded by environmental databases, and the requirements of SAB No. 87.
• Auditors may want to consider potential exposure to tobacco-related 
illnesses and injuries related to extensive computer use when evaluat­
ing a company’s loss reserves and the adequacy of related disclosures.
• Auditors should be alert to unsound pricing, crediting, or dividend 
policies, evidenced by unexplained premium growth.
• Auditors should be familiar with the guidance contained in SAS 
No. 57 and SOP 92-4, when auditing loss reserves.
Surplus Enhancement
What are some matters an auditor should be on the lookout for 
concerning surplus enhancement?
In all audits of GAAP-basis and SAP-basis financial statements, 
consideration should be given to the effects of unusual transactions 
as well as audit differences on solvency and the adequacy of the 
company’s SAP-basis capital and surplus. Auditors should evalu­
ate transactions that materially affect SAP-basis income or sur­
plus, or transactions for which the proposed effects on SAP-basis 
financial statements would be substantially different from the 
effects on GAAP-basis financial statements. That evaluation is 
especially important when an insurer’s surplus is at or near m ini­
mum levels or when an insurer’s risk-based capital ratio is at or 
near a regulatory action or control level.
In addition, auditors should be alert for significant and unusual 
transactions or events at or near year end that may require signif­
icant judgment as to the proper accounting treatment, including:
• Financially oriented reinsurance transactions.
• Parking of securities.
• Loaning or borrowing securities.
• Intercompany transactions.
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• Transactions involving special-purpose entities.
• Asset swaps.
• Asset reclassifications.
• Other types of potential “window dressing” transactions.
Investments in Hedge Funds
Are there special concerns this year related to investments 
in hedge funds?
A hedge fund is a private-investment limited partnership that invests 
in a variety of securities. The hedge fund often uses money from in­
vestors to speculate on the difference in interest rates among securi­
ties and frequently trades in initial public offerings. Hedge funds 
use computer modeling and derivatives (which are often complex 
financial instruments whose value is derived from an underlying 
security, commodity, or asset) in hopes of producing a profit.
There are two types of partners in a hedge fund, a general partner 
and limited partners. The general partner is the individual or entity 
who started the hedge fund. The general partner also handles all the 
trading activity and day-to-day operations of running a hedge fund. 
The limited partners supply most of the capital, but do not partici­
pate in trading or day-to-day activities of running the hedge fund.
Hedge funds typically engage in complicated trading strategies. 
Such strategies, designed to “hedge” investors from changes in 
currency and interest rates, require traders to predict the direction 
of those changes. Recently, a severe global economic and financial 
crisis has occurred, rendering the trading strategies of some hedge 
funds inadequate and causing serious losses. As investments 
broke down, hedge fund operators struggled to meet the demand 
for investor redemptions and margin calls from lenders who had 
financed the fund’s investments. In one well-publicized case, the 
Federal Reserve Bank organized a $3.6 billion private bailout o f  
Long-Term Capital Management Fund, L.P., a huge hedge fund 
with an estimated $1.25 trillion exposure to international mar­
kets. The Federal Reserve Bank feared that the fund’s imminent 
collapse would further damage world markets.
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Currently, hedge funds are not subject to the same kind of strict 
disclosure requirements and oversight rules as mutual funds and 
are not currently required to disclose investors’ names or invest­
ment strategies. Banks, brokerage firms, and other financial insti­
tutions lending to a fund that collapses could face substantial 
losses, and unwinding of the fund’s positions could spur panic 
selling and losses for other investors.
Auditors should be aware if  their clients invest in hedge funds 
and should assess the risk related to those investments in light of 
the current difficulties some hedge funds are experiencing. SAS 
No. 81, A ud itin g  In v es tm en ts  (AICPA, P ro fe ss ion a l S tandards, 
vol. 1, sec. AU 332), provides guidance on auditing investments. 
Auditors should also consider whether disclosure in the financial 
statements is necessary.
Investments in Derivatives
When an insurance company invests in derivatives, what should 
an auditor be concerned with?
For many companies, proper asset and liability management re­
quires the use of derivative products. Insurance companies enter 
into derivative contracts for a variety of reasons, including invest­
ing, trading, and hedging. In recent years, the use of innovative 
financial instruments that are often complex and involve a sub­
stantial exposure to loss in the form of credit, market, pricing, 
and liquidity risk has become more frequent. Users and issuers of 
derivatives need the expertise to understand and manage the re­
lated risks. The use of derivatives creates unique audit concerns 
and may increase audit risk. For companies that use derivatives, 
an auditor’s assessment of audit risk requires an evaluation of the 
client’s systems and risk-management strategies.
It is essential that auditors understand both the economics of de­
rivatives used by their clients and the nature and business purpose 
of their clients’ derivative activities. In addition, auditors should 
carefully evaluate their clients’ accounting for such instruments.
The determination of the fair value of derivative financial instru­
ments may be a highly complicated matter. Varying methodologies
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can produce valuations that are materially different. Accordingly, 
along with understanding the products, the auditor should iden­
tify how the products are valued by the company and how those 
market valuations are independently verified.
The fair value of certain securities and derivatives, such as ex­
change-traded options, generally is available from independent 
pricing sources (for example, financial publications and broker- 
dealers not affiliated with the entity). Determining fair value can be 
particularly difficult, however, if  a transaction has been customized 
to meet individual user needs. Determining the value of cus­
tomized interest rate swaps, for example, requires various quantita­
tive assumptions and modeling. Determining values for financial 
instruments that contain embedded derivatives requires compli­
cated analysis using statistical modeling with numerous subjective 
inputs. Calculations of fair value for derivatives are complicated by 
the subjective value adjustments that are dependent on the specifics 
of the transaction, such as association of credit risk with the speci­
fied counter-party. Complex valuation models also involve risk of 
errors in data entry or assumptions, or the adequacy of the model.
In auditing the values of derivatives, it is important to remember 
that in many cases quotations solely from a broker that is a coun­
terparty to the transaction will not provide sufficient audit evi­
dence to support the underlying value. Auditors should consider 
consulting with a valuation expert to test client valuations or to per­
form sensitivity analyses on the resulting values. Auditors should 
evaluate the work of any specialist used as required by SAS No. 73.
In June 1998, the FASB issued Statement No. 133. See the “New 
Accounting Developments” section of this Alert for a description 
of the requirements of FASB Statement No. 133.
International Matters
Will international accounting standards for insurance companies 
be developed?
The insurance industry, like many other industries, has entered 
the international arena. Certain differences exist between the U.S. 
insurance accounting model and other countries’ accounting
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models. Difficulties may arise when the U.S. accounting model is 
applied to non-U.S. insurance products, such as unit-linked prod­
ucts or non-U.S. participating contracts. The International 
Accounting Standards Committee (IASC) has set up a working 
group of practitioners and industry representatives from various 
countries to develop international accounting standards for in­
surance transactions. The IASC expects to expose an issues paper 
in early 1999 identifying all the insurance accounting issues for 
all countries.
The Third Millennium Bug
What is the Year 2000 Issue and how will it affect insurance companies?
The inability of most computer programs to distinguish the year 
1900 AD from the year 2000 AD poses substantial risks to all in­
surance enterprises. A significant number of computer operating 
systems and programs currently in use have six-digit date fields 
(YY/MM/DD), which represent, for example, December 31, 
1999, by 99/12/31. The six-digit field, with only two digits for 
the year, is the basis for all date-related calculations within most 
computer systems today, particularly mainframes. The funda­
mental problem posed for these systems by the arrival of the year 
2000 is that they have no way of expressing a date past year end 
1999; 00/01/01 will be interpreted by them as January 1, 1900.
The year 2000 problem is pervasive and complex. Virtually every 
organization will have its computing operations affected in some 
way by the rollover of the two-digit year value to 00. Insurance 
enterprises, service providers, and vendors need to address the 
risks associated with the coming millennium. Assuring that com­
puter systems and applications are year 2000-compliant presents 
a complex managerial and technological challenge for all enter­
prises, both public and private. Achieving year 2000 compliance 
in mission-critical systems is essential not only for maintaining 
the quality and continuity of services, but also for assuring the 
very survival of the entity itself.
The year 2000 is not only an information systems issue, but also 
an enterprise wide challenge that must be addressed at the very
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highest level of an insurance enterprise. Senior management and 
the board of directors should actively manage efforts to plan, allo­
cate resources, and monitor progress to correct year 2000 problems.
Auditing Issues
First, it must be understood that it is the responsibility of an en­
terprise’s management—not of the auditor— to assess and rem­
edy the effects of the year 2000 on an entity’s systems. Under 
GAAS, the auditor has a responsibility to plan and perform the 
audit to obtain reasonable assurance about whether the finan­
cial statements are free of m aterial m isstatement, whether 
caused by error or fraud. Thus, the auditor’s responsibility relates 
to the detection of material misstatement of the financial state­
ments being audited, whether caused by the year 2000 or by some 
other cause.
M any auditing and accounting issues exist related to the Year 
2000 Issue, including audit planning, going-concern issues, estab­
lishing an understanding with the client, valuation, impairment, 
revenue and expense recognition, and disclosure. These issues are 
fully discussed in the AICPA general A udit Risk Alert— 1998/99 
(Product No. 022223). Auditors should be aware of these auditing 
and accounting issues and should understand the various auditing 
and accounting guidance that has been issued on the Year 2000 
Issue. The general A udit Risk Alert— 1998/99 can be obtained by 
calling the AICPA Order Department at (888) 777-7077 .
Permitted Statutory Accounting Practices
If  an insurance company uses “permitted accounting practices,” 
what guidance should an auditor follow?
Prescribed SAP are dispersed among the following:
• The insurance laws, regulations, and administrative rulings 
of each state
• The NAIC A ccoun ting P ractices a n d  P rocedures manuals
• The NAIC A nnual S ta tem en t Instru ctions
• The NAIC F inan cia l C ondition  Examiners H andbook
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• The NAIC Purposes a n d  Procedures o f  th e Securities Valuation 
O ffice manual
• NAIC committee, task force, and working group minutes
If an insurance company adopts an accounting practice (includ­
ing an actuarial practice with accounting implications) that is not 
specifically prescribed in one of the aforementioned sources, that 
practice often is referred to as a permitted accounting practice. 
In that situation, the insurer should have received permission to 
use that practice from its dom iciliary insurance department. 
Nevertheless, many insurers have considered certain accounting 
practices to be permitted even though they had not received spe­
cific written permission from their domiciliary insurance depart­
ments. Companies considered those practices permitted under a 
variety of circumstances, including the following:
• The practice had not been challenged during a regulatory 
examination.
• The practice was being used by other insurers.
• The company had notified the insurance department of 
the accounting practice but had not received a response.
SOP 94-1, Inquiries o f  State Insurance Regulators, requires that, if  a 
permitted accounting practice is material to an insurance enter­
prise’s financial statements, the auditor obtain sufficient compe­
tent evidential matter to corroborate management’s assertion that 
the accounting treatment is permitted. In many situations, that re­
quirement will cause the auditor to obtain written confirmation, 
on an annual basis, from the domiciliary state insurance depart­
ment that the accounting practice continues to be permissible.
If the financial effect of such permitted practices is material, either 
individually or in the aggregate, to a company’s SAP-basis surplus, 
sufficient competent evidential matter should be received before 
the issuance of an auditor’s report on either the company’s GAAP- 
basis or SAP-basis financial statements. When an auditor is unable 
to obtain such competent evidential matter for material permitted 
accounting practices, auditors should consider a qualification or 
disclaimer in their auditors’ opinion on the GAAP-basis and the
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SAP-basis financial statements due to a scope limitation in accor­
dance with SAS No. 58, Reports on A udited F inan cia l Statem ents 
(AICPA, Professional Standards, vol. 1, sec. AU 508).
New Auditing and Attestation Developments
What new auditing and attestation standards have been issued?
Presented below are descriptions of recently issued auditing and 
attestation pronouncements that may be applicable to insurance 
enterprises. For a complete list and description of all new audit­
ing and attestation developments, including Audit Issues Task 
Force (AITF) Interpretations and AITF Advisories, auditors 
should read the AICPA general A udit Risk A lert— 1998/99 
(Product No. 022223). Call the AICPA Order Department at 
(888) 777-7077 to order.
New Auditing Standards
SAS No. 86, Amendment to Statement on Auditing 
Standards No. 72, Letters for Underwriters and 
Certain Other Requesting Parties
The Auditing Standards Board (ASB) issued SAS No. 86, 
A m endm ent to S tatem ent on A uditing Standards No. 72, Letters for 
Underwriters and Certain Other Requesting Parties (AICPA, 
Professional Standards, vol. 1, AU sec. 634), in March 1998 to re­
flect the issuance of Statement on Standards for Auditing 
Engagements (SSAE) No. 8, M anagem en t's D iscu ssion  a n d  
Analysis (AICPA, P rofessional Standards, vol. 1, AT sec. 700). SAS 
No. 86 allows practitioners that have examined or reviewed man­
agement’s discussion and analysis (MD&A) in accordance with 
the provisions of SSAE No. 8 to state that fact in the introductory 
section of the comfort letter (a special type of agreed-upon proce­
dures report that may be issued in connection with a securities of­
fering) and attach a copy of the SSAE No. 8 report to the comfort 
letter. SAS No. 86 presents examples of comfort letters that con­
tain references to either an examination of annual MD&A or a 
review of interim MD&A. SAS No. 86 is effective for comfort 
letters issued on or after June 30, 1998.
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SAS No. 87, Restricting the Use o f an Auditor’s Report
The ASB issued SAS No. 87, R estrictin g th e Use o f  an  A ud ito r’s 
Report, in September 1998, and it is effective for reports issued after 
December 31, 1998. SAS No. 87 provides guidance to auditors 
in determining whether an engagement requires a restricted-use 
report and, if  so, what elements to include in that report. The SAS 
states that an auditor should restrict the use of a report when—
• The subject matter of the auditor’s report or the presenta­
tion being reported on is based on measurement or disclo­
sure criteria contained in contractual agreements or 
regulatory provisions that are not in conformity with 
GAAP or OCBOA.
• The accountant’s report is based on procedures that are 
specifically designed and performed to satisfy the needs of 
specified parties who accept responsibility for the suffi­
ciency of the procedures.
• The auditor’s report is issued as a by-product of a financial 
statement audit and is based on the results of procedures 
designed to enable the auditor to express an opinion on the 
financial statements taken as a whole, not to provide assur­
ance on the specific subject matter of the report.
In addition to describing the circumstances in which the use of 
an auditor’s report should be restricted, SAS No. 87, among other 
things, defines the terms g en era l use and restricted  use, specifies the 
language to be used in restricted-use reports, and requires an au­
ditor to restrict a combined report if  it covers subject matter or 
presentations that ordinarily do not require a restriction on use 
and subject matter or presentations that require such a restriction. 
It permits auditors to include a separate general-use report in a 
document that also contains a restricted-use report.
SAS No. 21, Segment Information—Rescinded
SAS No. 21, S egm en t In form ation  (AICPA, Professional Standards, 
vol. 1, AU sec. 435), contained guidance for auditing disclosures 
made in accordance w ith the provisions of FASB Statement 
No. 14, F inan cia l R eportin g f o r  S egm ents o f  a Business Enterprise 
(FASB, C urren t Text, vol. 1, sec. S20). FASB Statement No. 14
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was superseded upon the issuance of FASB Statement No. 131, 
Disclosures ab ou t Segm ents o f  an  Enterprise a n d  R elated In form ation , 
which is effective for fiscal years beginning after December 15, 
1997. Accordingly, the ASB has rescinded SAS No. 21 effective 
for audits of financial statements to which FASB Statement 
No. 131 has been applied. In its place, auditing Interpretation 
No. 4, “Applying Auditing Procedures to Segment Disclosures in 
Financial Statements,” of SAS No. 31, E viden tia l M atter (AICPA, 
Professional Standards, vol. 1, AU sec. 9326.22-.35), has been is­
sued. See the “New Auditing Interpretations and AITF Advisory” 
section of the general A udit Risk Alert— 1998/99 for a more de­
tailed discussion of the new Interpretation.
New Attestation Standard
Issued by the ASB in March 1998, SSAE No. 8, M ana gem en t’s 
D iscussion a n d  Analysis, provides guidance to a practitioner con­
cerning the performance of a review or examination of MD&A 
prepared pursuant to the SEC's rules and regulations. The pre­
sentation of M D &A in annual reports to shareholders and in 
other documents constitutes a written assertion upon which an 
attest engagement may be performed. Specifically, SSAE No. 8—
1. Sets conditions for engagement performance for both ex­
aminations and reviews of MD&A.
2. Provides extensive guidance on planning, performing, and 
reporting on examinations and reviews of MD&A.
3. Provides a comparison of activities performed for engage­
ments covered by SAS No. 8, O th er In fo rm a tion  in  
D ocum en ts C on ta in in g  A ud ited  F in a n cia l S ta tem en ts 
(AICPA, Professional Standards, vol. 1, AU sec. 550), with 
those performed under SSAE No. 8.
SSAE No. 8 became effective upon issuance.
In September 1998, the ASB voted to issue the exposure draft 
A m endm ents to SSAE No. 1, A ttestation S tandards; SSAE No. 2, 
R eporting on an Entity’s In tern a l C ontrol O ver F inan cia l R eporting; 
SSAE No. 3, C om plian ce A ttestation  as a final standard. See the
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“Exposure Draft Issued by the Auditing Standards Board” section 
of the general A udit Risk Alert— 1998/99 for further information.
New Statement of Position
In April 1998, SOP 98-6, R eportin g on M anagem ent's Assessment 
Pursuant to th e Life Insurance E thical M arket C onduct P rogram  o f  
th e Insurance M arketplace Standards Association, was issued under 
the authority of the ASB. This SOP pertains to the sales and mar­
keting policies and procedures of life insurance entities. The SOP 
provides guidance to practitioners in conducting and reporting 
on an independent examination of management's assertion about 
those policies and procedures performed under SSAE No. 1, 
A ttestation S tandards (AICPA, Professiona l Standards, vol. 1, AT 
sec. 100), to assist an entity in meeting the requirements of the 
Insurance Marketplace Standards Association (IMSA) program. 
IMSA requires that such engagements use the criteria it sets forth; 
consequently, users of this SOP should be fam iliar w ith the 
IMSA program and its Assessment Handbook and requirements.
This SOP amends chapter 9, “Auditors Reports,” of the AICPA 
Audit and Accounting Guide Audits o f  P roperty a n d  L iability In ­
surance Companies and chapter 11, “Auditors’ Reports,” of the AICPA 
Industry Audit Guide A udits o f  Stock L ife In su ran ce C ompanies.
Life and Health Insurance Entities Audit and Accounting Guide
On September 4, 1998, the AICPA released for public comment 
a proposed Audit and Accounting Guide, L ife a n d  H ealth  
In su ran ce E ntities. The proposed Guide would supersede the 
AICPA Industry Audit Guide A udits o f  Stock L ife In su ran ce  
Companies. Comments are due December 4, 1998.
The proposed Guide discusses those aspects of accounting and 
auditing unique to life and health insurance entities; it was devel­
oped to assist life and health insurance entities in preparing fi­
nancial statements in conformity w ith GAAP and to assist 
independent auditors in auditing and reporting on those finan­
cial statements. In addition, the proposed Guide contains signif­
icant discussions of SAP, including laws, regulations, and
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administrative rulings adopted by the various states that govern 
the operations and reporting requirements of life insurance enti­
ties. The proposed Guide does not reflect SAP under the NAIC 
codification and will be updated to reflect those standards during 
the exposure period.
The proposed Guide also incorporates accounting and financial 
reporting requirements issued by the FASB and the AcSEC since 
the issuance of the AICPA Industry Audit Guide Audits o f  Stock 
L ife In su ran ce  C om panies. Also incorporated in this proposed 
Guide are new auditing standards issued by the ASB since the is­
suance of original audit and accounting guide.
The proposed Audit and Accounting Guide L ife a n d  H ealth  
Insurance Entities is not intended to establish any new accounting 
standards or interpret any existing accounting standards, except for 
the inclusion of an SEC staff announcement of the accounting 
for the interaction of (a) unrealized gains and losses reported for 
marketable securities classified as available for sale under FASB 
Statement No. 115 and (b) m inority interest, liabilities for 
Guaranteed Interest Contracts (GICs), and policyholders’ share of 
investment results with assets, in particular, deferred policy acquisi­
tion costs (DAC) and present value of future profits of acquired life 
insurance companies made at the July 12, 1994, EITF meeting.
One free copy of the exposure draft can be obtained from the 
AICPA Order Department by calling (888) 777-7077 and asking 
for Product No. 800122. The exposure draft is also available on 
the AICPA Web site (www.aicpa.org). Written comments should 
reference File 3162.LG and be emailed to elehnert@aicpa.org or 
sent to Elaine M . Lehnert, Technical Manager, Accounting 
Standards, AICPA, 1211 Avenue of the Americas, New York, NY 
10036-8775.
Executive Summary— New Auditing and Attestation Developments
• See the AICPA general Audit Risk Alert—1998/99 for a thorough 
listing of new auditing and attestation developments.
• SAS No. 86, Amendment to SAS No. 72, Letters f o r  Underwriters 
and Certain Other Requesting Parties
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• SAS No. 87, Restricting the Use o f  an Auditors Report
• SAS No. 2 1 , Segment Information—Rescinded
• SSAE No. 8, M anagement’s Discussion and  Analysis
• SO P 98 -6 , Reporting on M anagem ent’s Assessment Pursuant to the 
Life Insurance E thical Market Conduct Program o f  th e Insurance 
Marketplace Standards Association
• Proposed Audit and Accounting Guide, Life and  Health Insurance 
Entities
New Accounting Developments
What new accounting developments have occurred?
Presented below are descriptions of some recent accounting de­
velopments that may  affect the financial statements of insurance 
enterprises. Auditors should read the AICPA general A udit Risk 
Alert—1998/99 (Product No. 022223) for a complete listing and 
description of recent GAAP developments, including FASB 
EITF consensus positions and AICPA SOPs. Call the AICPA 
Order Department at (888) 777-7077 to order.
New FASB Statements
FASB Statement No. 132, Employers Disclosures about 
Pensions and Other Postretirement Benefits, an amendment 
o f FASB Statements No. 87, 88, and 10 6
In February 1998, the FASB issued Statement No. 132, Employers’ 
D isclosures a b ou t P ensions a n d  O ther P ostretirem en t B enefits, an  
am endm en t o f  FASB Statements No. 87, 88, a n d  106  (FASB, Current 
Text, vol. 1, secs. P16, P40). FASB Statement No. 132 revises em­
ployers’ disclosures about pension and other postretirement benefit 
plans. It does not change the measurement or recognition of those 
plans. It standardizes the disclosure requirements for pensions and 
other postretirement benefits to the extent practicable, requires ad­
ditional information on changes in the benefit obligations and fair 
values of plan assets that will facilitate financial analysis, and elimi­
nates certain disclosures that are no longer as useful as they were 
when FASB Statements Nos. 87, Employers’ A ccounting f o r  Pensions
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(FASB, C urrent Text, vol. 1, sec. P 16), 88, Employers A ccoun tin g  
f o r  S ettlem ents a n d  C urtailm ents o f  D efin ed  B en efit P ension P lans 
a n d  f o r  Termination B enefits (FASB, Current Text, vol. 1, sec. P16), 
and 106, E mployers’  A ccoun tin g f o r  P ostretirem en t B en efits O ther 
Than Pensions (FASB, Current Text, vol. 1, sec. P40), were issued. 
Statement No. 132 suggests combined formats for presentation of 
pension and other postretirement benefit disclosures. It also per­
mits reduced disclosures for nonpublic entities.
Statement No. 132 is effective for fiscal years beginning after 
December 15, 1997. Earlier application is encouraged. Restate­
ment of disclosures for earlier periods provided for comparative 
purposes is required unless the information is not readily avail­
able, in which case the notes to the financial statements should 
include all available information and a description of the infor­
mation not available.
FASB Statement No. 133, Accounting fo r Derivative 
Instruments and Hedging Activities
In June 1998, the FASB issued Statement No. 133, A ccoun tin g f o r  
D eriva tiv e In strum en ts a n d  H ed g in g  A ctivities. FASB Statement 
No. 133 establishes accounting and reporting standards for deriv­
ative instruments, including certain derivative instruments em­
bedded in other contracts (collectively referred to as derivatives) 
and for hedging activities. It requires that an entity recognize all 
derivatives as either assets or liabilities in the statement of finan­
cial position and measure those instruments at fair value. If cer­
tain conditions are met, a derivative may be specifically 
designated as (a) a hedge of the exposure to changes in the fair 
value of a recognized asset or liability or an unrecognized firm 
commitment; (b) a hedge of the exposure to variable cash flows of 
a forecasted transaction; or (c) a hedge of the foreign-currency ex­
posure of a net investment in a foreign operation, an unrecog­
nized firm commitment, an available-for-sale security, or a 
foreign-currency-denominated forecasted transaction.
The accounting for changes in the fair value of a derivative (that 
is, gains and losses) depends on the intended use of the derivative 
and the resulting designation.
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For a derivative designated as hedging the exposure to changes in 
the fair value of a recognized asset or liability or a firm commit­
ment (referred to as a fair-value hedge), the gain or loss is recog­
nized in earnings in the period of change together w ith the 
offsetting loss or gain on the hedged item attributable to the risk 
being hedged. The effect of that accounting is to reflect in earn­
ings the extent to which the hedge is not effective in achieving 
offsetting changes in fair value.
For a derivative designated as hedging the exposure to variable 
cash flows of a forecasted transaction (referred to as a cash-flow 
hedge), the effective portion of the derivative’s gain or loss is ini­
tially reported as a component of other comprehensive income 
(outside earnings) and subsequently reclassified into earnings 
when the forecasted transaction affects earnings. The ineffective 
portion of the gain or loss is reported in earnings immediately.
For a derivative designated as hedging the foreign-currency expo­
sure of a net investment in a foreign operation, the gain or loss is 
reported in other comprehensive income (outside earnings) as part 
of the cumulative translation adjustment. The accounting for a 
fair-value hedge described above applies to a derivative designated 
as a hedge of the foreign-currency exposure of an unrecognized 
firm commitment or an available-for-sale security. Similarly, the 
accounting for a cash-flow hedge described earlier applies to a de­
rivative designated as a hedge of the foreign-currency exposure of 
a foreign-currency-denominated forecasted transaction.
For a derivative not designated as a hedging instrument, the gain 
or loss is recognized in earnings in the period of change.
Under FASB Statement No. 133, an entity that elects to apply 
hedge accounting is required to establish, at the inception of the 
hedge, the method it will use for assessing the effectiveness of the 
hedging derivative and the measurement approach for determin­
ing the ineffective aspect of the hedge. Those methods must be 
consistent with the entity’s approach to managing risk.
FASB Statement No. 133 precludes designating a nonderivative 
financial instrument as a hedge of an asset, liability, unrecog­
nized firm commitment, or forecasted transaction, except that a
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nonderivative instrument denominated in a foreign currency may 
be designated as a hedge of the foreign-currency exposure of an 
unrecognized firm commitment denominated in a foreign cur­
rency or a net investment in a foreign operation.
FASB Statement No. 133 amends FASB Statement No. 52, Foreign 
Currency Translation (FASB, Current Text, vol. 1, sec. F60), to per­
mit special accounting for a hedge of a foreign-currency-forecasted 
transaction with a derivative. It supersedes FASB Statement 
Nos. 80, A ccoun tin g f o r  Futures C ontracts (FASB, C urren t Text, 
vol. 1, sec. F80), 105, D isclosure o f  In form ation  a b ou t F inan cia l 
Instrum ents w ith  O ff-Balance-Sheet Risk a n d  F inancia l Instrum ents 
w ith  C on cen tra tion s o f  C red it Risk, and 119, D isclosure a b ou t  
D eriva tiv e  F in an cia l In strum en ts a n d  Fair Value o f  F in an cia l 
Instruments (FASB, Current Text, vol. 1, sec. F25). It amends FASB 
Statement No. 107 to include in FASB Statement No. 107 the dis­
closure provisions about concentrations of credit risk from FASB 
Statement No. 105. Statement No. 133 also nullifies or modifies the 
consensuses reached in a number of issues addressed by the EITF.
FASB Statement No. 133 is effective for all fiscal quarters of fis­
cal years beginning after June 15, 1999. Initial application of 
this Statement should be as of the beginning of an entity’s fiscal 
quarter; on that date, hedging relationships must be designated 
anew and documented pursuant to the provisions of this 
Statement. Earlier application of all the provisions of this 
Statement is encouraged, but it is permitted only as of the begin­
ning of any fiscal quarter that begins after issuance of this 
Statement. This Statement should not be applied retroactively to 
financial statements of prior periods.
Accounting for Mortgage-Backed Securities
In October 1998, the FASB issued Statement No. 134, 
A ccou n tin g  f o r  M ortga ge-B a ck ed  S ecu ritie s  R eta in ed  a f t e r  th e  
S ecu r itiz a tion  o f  M ortga g e  L oans H eld  f o r  Sale by a  M ortga g e  
B ank in g E nterprise, an  a m en d m en t o f  FASB S ta tem en t No. 65. 
FASB Statement No. 65, as amended by FASB Statement 
Nos. 115, A ccoun ting f o r  C ertain Investm ents in D ebt a n d  Equity 
S ecu rities , and 125, A ccou n tin g  f o r  Transfers a n d  S e r v i c in g  o f
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F inan cia l Assets a n d  Extinguishments o f  L iabilities (FASB, Current 
Text, vol. 1, sec. Mo), requires that, after the securitization of a 
mortgage loan held for sale, an entity engaged in mortgage bank­
ing activities classify the resulting mortgage-backed security as a 
trading security. This Statement further amends FASB Statement 
No. 65 to require that after the securitization of mortgage loans 
held for sale, an entity engaged in mortgage banking activities 
classify the resulting mortgage-backed securities or other retained 
interests based on its ability and intent to sell or hold those in­
vestments. This Statement conforms the subsequent accounting 
for securities retained after the securitization of mortgage loans 
by a mortgage-banking enterprise with the subsequent account­
ing for securities retained after the securitization of other types of 
assets by a nonmortgage-banking enterprise.
This Statement shall be effective for the first fiscal quarter begin­
ning after December 15, 1998. Early application is encouraged 
and is permitted as of the issuance of this Statement. On the date 
this Statement is in itially  applied, an enterprise may reclassify 
mortgage-backed securities and other beneficial interests retained 
after the securitization of mortgage loans held for sale from the 
trading category, except for those w ith sales commitments in 
place.3 Those securities and other interests shall be classified based 
on the entity’s ability and intent, on the date this Statement is ini­
tially applied, to hold those investments. Transfers from the trad­
ing category that result from implementing this Statement shall 
be accounted for in accordance with paragraph 15(a) of FASB 
Statement No. 115.
New Statements of Position
SOP 97-3, Accounting by Insurance and Other Enterprises fo r  
Insurance-Related Assessments
On December 10, 1997, the AICPA issued SOP 97-3, A ccount­
in g  by In su ran ce  a n d  O th er E nterprises f o r  In su ran ce-R e la ted
3. Mortgage-backed securities and other beneficial interests may be reclassified from the 
trading category when initially applying this Statement without regard for the provi­
sions in paragraph 15 o f FASB Statement No. 115, which states that “given the nature 
of a trading security, transfers into or from the trading category . . . should be rare.”
44
A ssessments (formerly titled A ccoun tin g  by In su ran ce a n d  O ther 
E nterprises f o r  G uaran ty-F und  a n d  C erta in  O th er In su ran ce- 
R ela ted  Assessments). This SOP provides guidance on accounting 
by insurance and other enterprises for insurance-related assess­
ments. The SOP states that:
• An enterprise should recognize a liab ility for insurance- 
related assessments when all the following conditions 
are met:
1. An assessment has been imposed or information avail­
able before issuance of the financial statements indicates 
it is probable that an assessment will be imposed.
2. The event obligating an entity to pay (underlying cause 
of) an imposed or probable assessment has occurred on 
or before the date of the financial statements.
3. The amount of assessment can be reasonably estimated.
Retrospective-Premium-Based G uaranty Fund Assessments. 
An assessment is probable of being imposed when a formal de­
term ination of insolvency occurs. At that time, the premium 
that obligates the entity for the assessment liability has already 
been written. Accordingly, an entity that has the ability to rea­
sonably estimate the amount of the assessment should recognize 
a liability for the entire amount of future assessments related to a 
particular insolvency when a formal determination of insolvency 
is rendered.
Prospective-Premium-Based Guaranty Fund Assessments. The 
event that obligates the entity for the assessment liability gener­
ally is the writing of, or becoming obligated to write or renew, the 
premiums on which the expected future assessments are to be 
based. Therefore, the event that obligates the entity generally will 
not have occurred at the time of the insolvency.
Prefunded-Premium-Based Guaranty Fund Assessments. A lia­
b ility  for an assessment arises when premiums are written. 
Accordingly, an entity that has the ability to reasonably estimate 
the amount of the assessment should recognize a liability as the 
related premiums are written.
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O ther P rem iu m -B a sed  Assessments. Other premium-based assess­
ments would be accounted for in the same manner as prefunded- 
premium-based guaranty fund assessments.
L oss-B ased  A ssessments. An assessment is probable of being as­
serted when the loss occurs. The obligating event of the assessment 
also has occurred when the loss occurs. Accordingly, an entity that 
has the ability to reasonably estimate the amount of the assess­
ment should recognize a liability as the related loss is incurred.
This SOP is effective for financial statements for fiscal years be­
ginning after December 15, 1998. Early adoption is encouraged. 
Pre-viously issued annual financial statements should not be re­
stated. Initial application of this SOP should be as of the begin­
ning of an enterprise’s fiscal year (that is, if  the SOP is adopted 
before the effective date and during an interim period other than 
the first interim period, all prior interim periods should be re­
stated). Enterprises should report the effect of initially adopting 
this SOP in a manner similar to a cumulative effect of a change in 
accounting principle (refer to paragraph 20 of APB Opinion 20, 
A ccoun tin g Changes).
SOP 98-7, D eposit A ccoun tin g : A ccou n tin g  f o r  In su ra n ce  a n d  
R ein su ran ce  C on tra cts T hat D o N ot T ransfer In su ra n ce  Risk
In October 1998, AcSEC issued SOP 98-7, D eposit A ccounting: 
A ccoun tin g f o r  In su ran ce a n d  R ein su ran ce C ontracts th a t Do N ot 
Transfer Insurance Risk. The SOP w ill address deposit account­
ing for certain insurance and reinsurance contracts and direct 
business by insurance enterprises and other enterprises. SOP 98-7 
will provide guidance on how to account for insurance and rein­
surance contracts that do not transfer insurance risk. It applies to 
all entities and all insurance and reinsurance contracts that do not 
transfer insurance risk, except for long-duration life and health in­
surance contracts. The method used to account for insurance and 
reinsurance contracts that do not transfer insurance risk is referred 
to in the SOP as deposit accounting. SOP 98-7 does not address 
when deposit accounting should be applied.
The SOP specifies the following.
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1. Insurance and reinsurance contracts for which the deposit 
method is appropriate should be classified as one of the fol­
lowing, which are those—
— That transfer only significant timing risk.
-  That transfer only significant underwriting risk.
-  That transfer neither significant timing nor underwrit­
ing risk.
— W ith indeterminate risk.
2. At inception, a deposit asset or liability should be recog­
nized for insurance and reinsurance contracts accounted for 
under deposit accounting and should be measured based on 
the consideration paid or received, less any explicitly identi­
fied premiums or fees to be retained by the insurer or rein­
surer, irrespective of the experience of the contract.
The SOP would adopt the interest method as described in FASB 
Statement No. 91, A ccoun tin g f o r  N onrefundab le Fees a n d  Costs 
A ssociated w ith  O rig ina tin g o r A cquiring Loans a n d  In itia l D irect 
Costs o f  Leases (FASB, C urrent Text, vol. 1, sec L10), for insurance 
and reinsurance contracts that transfer only significant tim ing 
risk and insurance and reinsurance contracts that transfer neither 
significant timing nor underwriting risk.
Insurance and reinsurance contracts that transfer only significant 
underwriting risk would be accounted for by measuring the de­
posit based on the unexpired portion of the coverage provided 
until losses are incurred that will be reimbursed under the con­
tract. Once a loss is incurred that will be reimbursed under the 
contract, the deposit would be measured by the present value of 
the expected future cash flows arising from the contract plus the 
remaining unexpired portion of the coverage provided. Changes 
in the recorded amount of the deposit, other than the expired 
portion of the coverage provided, would be included in the in­
come statement of the insured as an offset to the loss that will be 
reimbursed under the contract.
Insurance and reinsurance contracts with indeterm inate risk 
would be accounted for in a manner sim ilar to the open-year
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method described in SOP 92-5, A ccoun tin g f o r  F oreign P roperty  
a n d  L iability R einsurance.
SOP 98-7 is effective for financial statements for fiscal years be­
ginning after June 15, 1999, with earlier adoption encouraged. 
Restatement of previously issued annual financial statements is 
not permitted. Initial application of this SOP is as of the begin­
ning of an entity’s fiscal year (that is, if  the SOP were adopted be­
fore the effective date and during an interim  period, all prior 
interim periods are required to be restated). The effect of initially 
adopting this SOP should be reported as a cumulative effect of a 
change in accounting principle (in accordance with the provi­
sions of APB Opinion 20).
Executive Summary— New Accounting Developments
• See the AICPA general Audit Risk Alert—1998/99 for a thorough 
listing of new accounting developments.
• FASB Statement No. 132, Employers’ Disclosures about Pensions and  
Other Postretirem ent Benefits, an am endm en t o f  FASB Statem ent 
Nos. 87, 88, and 106
• FASB Statement No. 133, Accounting fo r  Derivative Instruments and  
Hedging Activities
• FASB Statement No. 134, Accounting fo r  Mortgage-Backed Securities 
Retained aft er the Securitization o f  Mortgage Loans Held fo r  Sale by a 
Mortgage Banking Enterprise, an amendment o f  FASB Statement No. 65
• SOP 97-3, A ccounting by Insurance and  Other Enterprises f o r  
Insurance-Related Assessments
• SOP 98-7, D eposit A ccounting: A ccounting f o r  Insurance and  
Reinsurance Contracts That Do Not Transfer Insurance Risk
References for Additional Guidance
What are some organizations that can provide more information about 
the insurance industry?
Further information on matters addressed in this Audit Risk 
Alert is available through various publications and services listed 
in the table at the end of this document. M any nongovernment
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and some government publications and services involve a charge 
or membership requirement.
Fax services allow users to follow voice cues and request that se­
lected documents be sent by fax machine. Some fax services re­
quire the user to call from the handset of the fax machine; others 
allow the user to call from any phone. Most fax services offer an 
index document, which lists titles and other information describ­
ing available documents.
M any private companies, professional and trade associations, and 
government agencies allow users to read, copy, and exchange in­
formation electronically through the Internet’s World Wide Web.
Recorded announcements allow users to listen to announcements 
about a variety of recent or scheduled actions or meetings.
This Audit Risk Alert replaces Insurance Industry D evelopm ents— 
1997/98.
Practitioners should also be aware of the economic, regulatory, 
and professional developments described in the AICPA general 
A udit Risk A lert— 1998/99 (Product No. 022223) and C om ­
p ila tion  a n d  R eview  Alert—1998/99 (Product No. 022222), which 
may be obtained by calling the AICPA Order Department at 
(888)777-7077.
The In su ran ce Indu stry A lert is published annually. As you en­
counter audit or industry issues that you believe warrant dis­
cussion in next year’s Alert, please feel free to share them with 
us. Any other comments that you have about the Alert would 
also be appreciated. You may email these comments to Rdurak 
@aicpa.org, or write to:
Robert Durak, CPA 
AICPA
Harborside Financial Center
201 Plaza Three
Jersey City, NJ 07311-3881
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